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IN THE MATTER OF THE APPLICATION 

COMPANY, AN ARIZONA 
CORPORATION, FOR A 
DETERMINATION OF THE CURRENT 
FAIR VALUE OF ITS UTILITY PLANT 
AND PROPERTY AND FOR INCREASES 
IN ITS RATES AND CHARGES BASED 
THEREON FOR UTILITY SERVICE BY 
ITS MOHAVE WATER AND 
WASTEWATER DISTRICTS 

OF ARIZONA-AMERICAN WATER 
DOCKET NO. WS-01303A-06-0014 

STAFF’S CLARIFYING 
COMMENTS TO 

RECOMMENDED OPINION AND 
ORDER 

I. INTRODUCTION 

On March 30, 2007, the Hearing Division of the Arizona Corporation Commission 

(“Commission”) filed a Recommended Opinion and Order (“ROO”) regarding Arizona-American 

Water Company’s (“Company”) application for a determination of the current fair value of its 

utility plant and property and for increases thereon for utility service by its Mohave water and 

wastewater districts. Staff respectfully submits the following clarifying comments to the ROO 

regarding cost of capital. 

11. COMMENTS 

A. 

The ROO recommends the Commission adopt a hypothetical capital structure composed of 

40 percent equity and 60 percent debt (ROO at 20). Staff‘s use of a financial risk adjustment 

provides the same benefits as the use of a hypothetical capital structure (Chaves Surrebuttal at 6). 

The Company notes that hypothetical capital structures are consistent with past Staff 

recommendations regarding energy utilities (Reiker Direct at 18). However, no financial risk 

Use of a Hypothetical Capital Structure 
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djustment was proposed by Staff in any of the recommendations mentioned by the Company’s 

nalyst (Chaves Surrebuttal at 5). In the event that the Commission were to adopt a hypothetical 

apital structure in conjunction with a financial risk adjustment, the financial risk adjustment 

hould be modified accordingly to reflect the change in financial leverage that results from the 

tdoption of a hypothetical capital structure, which in this case would result in a lower financial risk 

ldjustment due to the lower amount of debt in the proposed hypothetical capital structure (Tr. at 

131:21 -432:1).’ 

B. 

The ROO also states that Staff uses the DCF model as the primary basis for determining the 

:ompany’s estimated cost of equity capital (ROO at 19). Staff would like to clarify that it employs 

,everal methods to estimate the cost of capital in rate proceedings. Staff estimates two Discounted 

;ash Flow models and two Capital Asset Pricing Models and averages all four analyses to reach its 

inal cost of equity estimate (Surrebuttal Schedule PMC-2). Staff does not rely primarily on a 

;ingle method to estimate the cost of equity capital. 

111. CONCLUSION 

Staff’s Methodology to Estimate the Cost of Equity 

Staff therefore provides these clarifying comments, in lieu of exceptions to the ROO, for 

he consideration of the Commission. 

RESPECTFULLY SUBMITTED this 6th day of April, 2007. 

[u &. 
aureen A. Scott, Senior Legal Attorney - 

Charles H. Hains,. Attorney 
Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Anzona 85007 
(602) 542-3402 

’ Specifically for the hypothetical capital structure recommended by the ROO, the financial risk adjustment would be 
50 basis points resulting, in a cost of equity of 10.2 percent and a rate of return of 7.5 1 percent. 
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Iriginal and fifteen (15) copies 
ithe foregoing were filed this 

l - day of April, 2007 with: 

locket Control 
irizona Corporation Commission 
200 West Washington Street 
'hoenix, Arizona 85007 

2opies of the foregoing mailed this 
?day of April, 2007 to: 

3aig Marks 
I420 E. Shea Blvd. - 200 
'hoenix, Arizona 85028 

Tom Broderick 
Irizona-American Water Company 
101 Corporate Center 
I9820 North 7th Street 
Suite 220 
'hoenix, Arizona 85007 

Scott S .  Wakefield 
XUCO 
1 11 0 West Washington Street 
Suite 220 
?hoenix, Arizona 85007 
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